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The goal of the transaction privilege tax (“TPT”) exemption subcommittee, was to study all the 
TPT exemptions that currently exist in the Arizona Revised Statutes and, to the extent possible, 
categorize them by similar characteristics.  This was an exercise in deductive reasoning, a 
bottom-up approach.  We studied what currently is, without reference to what tax policy tells us 
should be.   In the end, we learned from our examination some policy positions worth sharing.  
 
We found that most of the exemptions fell into ten categories:  
(1) Double Taxation - an exemption or exclusion that was enacted in order to ensure that the 

tax would apply only on the sale to the final consumer, 
(2) Administrative Ease - an exemption enacted where the cost of compliance or collection 

relative to the actual amount of revenues raised is often disproportionately high and, as a 
practical matter, can not be collected, 

(3) Services - services are generally outside the current scope of the TPT and fall into 5 
general categories: 
a. Business to Business Services- Non-professional services generally purchased by 

businesses (i.e. computer programming, graphic design, public relations) 
b. Professional Services – Services provided by a licensed, certified, or otherwise 

credentialed professional (including services provided to both businesses and 
individuals) 

c. Personal Services – Services related to the care of ones physical appearance or the 
care of their family (i.e. hair, nails, skin care, child care, death care) 

d. Other Services – Repair, refurbishing, and miscellaneous services (i.e. automotive 
repair, clock repair, and coin operated car washes), 

(4) Environmental  - purchases of machinery and equipment and other property necessary to 
meet environmental standards, prevent, reduce, and monitor pollution, 

(5) Economic Development/Industry Subsidies – encourage and promote certain types of 
economic activity by reducing the tax burden associated with elements of that activity 
(e.g. exempt air craft repair tools, exempt clean rooms used for high tech manufacturing), 

(6) Non-profit organizations – transactions with a non-profit organization, 
(7) Basic human needs – personal property and services necessary to meet basic human 

health and nutritional needs (e.g. ambulance service, food for home consumption, 
medical equipment), 

(8) Federal pre-emption decisions - exemptions conforming Arizona TPT law with federal 
pre-emption decisions,  

(9) Taxes & fees – exclusion of the taxation of taxes and fees that might otherwise be 
applied to a tax base, and 

(10) “Other” - There were a number of exemptions for which we were unable to find any 
common traits, and were thus put in the category of  “Other.”  We believe this category, 
in particular, deserves further inspection because the public policy supporting the 
exemptions is not apparent.   

 
Our report lists the exemptions by category.  Anticipating this report will be retained for future 
reference, we identified each exemption by 2003 Arizona Revised Statute reference, provided the 
text of the statute, a brief plain English description of the exemption and, where available, the 
dollar amount of the “negative expenditure” as provided by the Revenue Impact of Arizona’s tax 
Expenditures FY 2001/2002 report published by the Department of Revenue under Director 
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Mark Killian and Governor Jane Dee Hull.  We also provided, to the extent possible, for each 
exemption the date the exemption was originally passed1 and the date of the most recent 
amendment.  In light of public comments that the TPT exemptions had been injudiciously 
expanded during the budget surplus period of the late 1990s, we thought enactment dates for 
TPT exemptions would be useful for the reader.  Finally, because we were blessed with the 
collective institutional knowledge of former members of legislative staff and Department of 
Revenue employees, we created a last column labeled “Comments” where we included any other 
relevant data.   
 

Our Observations From the Results 
 
The exemptions falling into the “economic development/industry subsidy” category are large in 
number, cover a large scope of industries and generally do not seem to reflect a state-wide 
economic development plan.  
 
By far the “economic development/industry subsidy” list of exemptions was the longest.  
Approximately 78 of the estimated 2282 total exemptions fall into this category, benefiting 
approximately 22 “industries:” 
 

• Health/sports clubs (memberships are exempt) 
• Launch site construction 
• Components in the production of pharmaceutical prescription benefit cards 
• Cellular communications (exemption of cell phones when purchased with a cellular 

contract, exemption of the coaxial cable, optical fibers, etc. used in telecom carrier 
systems).   

                                                 
1 Because the TPT exemption statutes have been recodified several times since their original passage in 1933, we 
were not always able to accurately track the statutes backwards to the original statutes’ passage.   
2 We attempted to calculate the different exemption “types.”  The 228 exemption figure was calculated by starting 
only with the statutory exemptions (therefore not including any exclusions).  We did not merely count statutory 
citations because some of the exemptions appear as both TPT exemptions in one statute and later in another statute 
as use tax exemption.  To count both statutory citations would inflate the number of “types” of exemptions.  On the 
other hand, where several distinct exemptions were included as subparts of a single statutory text, we counted 
separately the different exclusions that reasonably affected different tax payers or covered different transactions.  In 
short , we opted to use a rule of reason over a mechanical exactness.  In our final list, the exemptions fell thus: 
 

(1) 35 exemptions addressing double taxation 
(2) 11 administrative ease exemptions  
(3) 5 exemptions or exclusions because the product purchased is a service; 
(4) 16 exemptions reflecting a policy decision to subsidize behavior encouraging expenditures supporting 
environmental pollution control;  
(5) 78 exemptions that encourage economic development or reflect policy decisions to provide industry 
subsidies; 
(6) 22 exemptions granted to certain types of non-profit organizations;  
(7) 22 exemptions reflecting a policy decision to subsidize and exempt certain basic human needs;  
(8) 6 exemptions conforming Arizona TPT law with federal pre-emption decisions;  
(9) 3 exemptions that exclude taxation of taxes and fees that might otherwise be applied to a tax base; and 
(10) 30 exemptions in the category of “other.” 



  
  

  3  

• Direct broadcast television (service itself is exempt, purchase of equipment used by a 
company to transmit the broadcast and by the customer to receive the broadcast is 
exempt). 

• Television (exemption on purchases of equipment to broadcast digital television signals) 
• Truck leasing (and companies who create subsidiaries who lease trucks to fleets of heavy 

trucks can organize to pay a maximum $800 per year motor carrier fee rather than a one-
time sales tax conservatively estimated to be $4,500, which would have been shared with 
cities) 

• Media (sale of advertising is exempt) 
• Drugs and equipment prescribed by veterinarian 
• Tempe Town Lake construction and development (presumably to promote tourism) 
• Industries servicing the federal government (exemption for construction for military use 

zones, various exemptions for sales to the federal government) 
• High-tech and semiconductor (exemptions on personal property used in clean rooms) 
• Movie production (soundstage complex equipment is exempt) 
• Mobile homes/trailer parks leased for more than 30 days (again, on the theory that it will 

promote winter visitors) 
• Airlines (purchase of airplanes and repair parts and purchase of food to be served on 

planes are exempt) 
• Mining 
• Agriculture 
• Utilities 
• Environmental technology manufacturing companies  
• Baseball, golf and rodeo events held by non-profit agencies (again, to promote tourism) 
• Hospitality industry (industry pays no tax on hygiene products provided with the room) 
• Railroad 

 
The breadth of the list of exemptions did not disturb the reviewing committee as much as the 
appearance of a lack of targeted planning about what industries should receive the benefits of a 
tax exemption and for what length of time.  Of the 22 “industries” receiving TPT exemption 
benefits, only mining, agriculture and utilities seem to reflect a nod toward Arizona’s historical 
economy and only the exemptions involving the environmental technology manufacturing 
companies, the airlines, the industries servicing the federal government (typically aerospace), the 
development of Tempe Town Lake and the high- tech/semiconductor industries seem to reflect 
the business community’s stated pursuits in the development of the new economy or otherwise 
clearly and publicly stated pursuits by the public and legislators.  The remaining exemptions 
appear to be more random.   
 
Only a few of the “economic development/industry subsidy” exemptions are truly geared toward 
economic development in the strictest definition of the term as expanding the economic by 
external growth.   
 
The reviewing committee unanimously agreed that the research and development exemption was 
an exemption that is clearly targeted to economic development.  Many of the other exemptions 
appeared to have originally been enacted to encourage economic development of new businesses 



  
  

  4  

but have instead over time, become regular industry subsidies sustaining currently existing 
business.  These industry subsidies are not normatively good or evil.  However, they should be 
conscious decisions reflecting the principles of current policy makers.   
 
Double taxation is difficult to succinctly define and should therefore be as narrowly construed as 
possible.  
 
We expect the beneficiaries of some of the exemptions we had categorized in the “economic 
development/industry subsidy” category to argue that their exemptions should have been 
characterized as addressing double taxation problems.  While in theory the idea that inputs to a 
final product should not be taxed at the interim stages and only taxed in the delivery of the final 
product is attractive, when put into practice the theory is rife for abuse.   
 
Take, for example, the exemption that allows movie houses and Blockbusters to purchase or 
lease without payment of TPT the films, tapes and DVDs they in turn rent or show to the public.  
The theory is that the taxation happens at the movie viewer or renter level as amusement tax or 
retail TPT.  The film, tape or DVD is a direct and necessary input into the ultimate good being 
taxed at the ultimate user level.  The manufacturing industry benefits from a similar exemption 
that allows manufacturers to purchase any parts that are direct inputs into a final product for sale 
without the payment of TPT.  Applied in the agricultural industry, the seeds used to grow crops 
for sale and the calves, pullets, etc. that ultimately are sold as food are not taxed when originally 
purchased.3   
 
The problem in practice arises from the fact that on some level everything is in some way an 
input into a final product and industry advocates, in trying to achieve parity of exemption 
advantage with other industries, use the double taxation theory to further expand the exemptions.  
For instance, in growing a cow for meat production, is the feed it consumes an input, the 
purchase of which by the farmer should be exempt from TPT?  What about the growth hormones 
fed to the cow?  And the cows purchased for breeding purposes?  In the context of 
manufacturing, if a machinery part that becomes integrated into the finished product is exempt 
from TPT, should chemicals used to create a molecular change to the final product also be 
exempt as double taxation as an input?  Should drill bits and other equipment consumed in the 
manufacturing process also be exempt?   
 
To avoid the unending cycle of double taxation arguments, we took the most narrowly construed 
view of what should be included as an exemption under double taxation criteria.  We only 
included things that were direct inputs into a final product that are necessary to the creation of 
the end product, that are non-durables (or not reusable) and that are transferred to the ultimate 
purchaser, at which point TPT is applied. Thus, the purchase of a seeds used to grow crops for 
resale is exempt; the tractor used to cut the crops is not. The purchase of the pullet grown for 
resale as meat is exempt; the purchase of a hen for egg production is not.  Two exemptions we 
struggled with, but ultimately decided to err on the side of caution about, are the exempt status of 
food and food service accessories purchased by airlines to be served on the planes and hygiene 
products purchased by the lodging industry.  In both cases, the arguments on both sides of the 
                                                 
3 Interestingly, if the crops and meat are sold as food for home consumption, they are never taxed by the state 
because the state has made a public policy decision not to tax food for home consumption.   
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double taxation issue are strong and the analysis is complicated by the fact the product purchased 
is a service.  Even our working definition is not perfect and requires some judgment calls that 
may appear arbitrary in the context of the whole.  However, we believe in any case that the 
definition of double taxation exemptions should be as narrowly defined as possible to avoid 
abuse.   
 
We found that when applying the narrow definition of double taxation, many of the exemptions 
that might have originally looked like double taxation matters fell into the category of “economic 
development/industry subsidy.”  This would partly explain why our list of “economic 
development/industry subsidy” is so long and expansive.  
  
Not all non-profits are created equal.  
 
Contrary to popular belief, Arizona does not exempt all non-profit agencies from paying TPT.  
Rather, Arizona gives a broad TPT exemption for sales by all IRC 501(c)(3) recognized non-
profits created exclusively for charitable purposes, but only grants limited TPT exemptions for 
all other not- for-profit entities.  Following that method, we categorized all exemptions granted to 
IRC 501(c)(3) entities created exclusively for charitable purposes, religious institutions, 
educational institutions, qualified health care institutions, domestic violence shelters and other 
similar types of institutions “non-profit” exemption status.  However, in reviewing the 
exemptions granted to IRC 501(c)(6) entities we were more circumspect (as is the current 
Arizona code which does not give IRC 501(c)(6) entities blanket exemptions).  In particular, we 
excluded 501(c)(6) entities that are likely to receive the support or affiliation with a for profit 
agency.  For instance, the non-profit wings of a baseball team or a golf league were moved out of 
the non-profit category to the economic development/industry subsidy (presumably tourism) 
category.   
 
The amount we would loose on sales to federal government agencies should the TPT be replaced 
with a sales tax. 
 
Opponents of the move to replace the TPT with a sales tax often point to the ability to tax sales 
to government entities as a primary benefit of TPT systems.  While there are a number of 
exemptions that cut back or exempt entirely TPT on the sale of services or products to the federal 
government, the Department of Revenue estimates that the state would lose $90 - $120 million 
per year from the federal government with the loss of the TPT status.  In addition, the counties 
and cities would lose a substantial amount of revenue from their local taxes and the revenue 
sharing with the state tax as well.   
 
Writing legislation is hard.  The tax analysts are smart. The exemptions may not be used as the 
state intended or have unexpected secondary effects.  Periodic review and adjustments are 
crucial.  Consider the case of the motor carrier exemption.   
 
Writing legislation that stands up to future interpretations in circumstances that weren’t  
considered or just didn’t exist at the time the legislation was being drafted is difficult if not 
impossible.  Add to the problem the fact that Arizona’s tax legislation does not include intent 
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clauses and Arizona’s records of legislative history are sparse.  As time passes, without periodic 
review of the empirical use of the exemption, unintended consequences may occur.  
 
Take, for example, exemption A.R.S. 42-5016(A)(43) which exempts from transaction privilege 
tax the sale of any motor vehicle sold to an entity engaged in the business of leasing or rent ing 
the vehicle if that vehicle is subject to a motor carrier fee.  The exemption also applies to the 
repair of the vehicle, the related replacement parts and any other attached tangible personal 
property.  The exemption was enacted in 1994 following a court ruling against the interests of 
Ryder Truck Rental, Inc. in 1993.   
 
While the exemption was targeted specifically for rental companies, over time, almost every 
company that has a fleet of vehicles structured a business to take advantage of this exemption.   
Generally this is done by setting up a subsidiary company to purchase the vehicles and lease 
them back to the parent company.  If this is done correctly, not only the purchase of vehicles is 
now exempt from TPT but the purchase of repair and replacement parts are as well.   
 
The rate of the motor carrier tax ranges from $64 - $800 per year and goes directly into a special 
fund for the exclusive use of developing highways, not the state’s general fund.  Consequently, 
the motor carrier tax is not shared with localities.  The loss of the TPT is 5.6% of the gross cost 
of the vehicle, repairs and replacement parts to the state and the corresponding local TPT tax 
rate.  For example, a new 80,000-pound vehicle conservatively estimated to cost $80,000 pays 
$800 per year in motor carrier tax; approximately $8,000 over its 10-year life.  This vehicle is 
exempt from paying $4,480 in TPT for the initial purchase as well as on-going taxes on repair 
and replacement parts.  Over ten years the elimination of the TPT revenues would greatly exceed 
the $8,000 paid via the motor carrier tax.  The difference in the payments is substantial and the 
use of the exemption through corporate structuring is believed to be wide spread. 
 

Recommendations  
 
Apply a sunset on economic development/industry subsidy based TPT exemptions that run for a 
fixed period after the entity applies for the exemption.  
 
The model for this recommendation is the TPT treatment of environmental technology 
manufacturing companies (“ETMCs”).  Suppliers to ETMC’s are exempt from TPT.   However, 
the exemptions are limited to 10 years from the time the ETMC registers for the exemption.  This 
temporally limited exemption recognizes that some industries, particularly industries with high 
start-up costs, may need the benefit of TPT exemptions at the beginning of a venture or 
expansion.  However, the goal of economic development incentives (and less so for industry 
subsidies) is to provide temporary assistance but that a company should ultimately become self 
reliant and profitable.  A TPT exemption with temporal limits commencing with the beginning of 
the venture or expansion meets these criteria.   
 
Require periodic review of the TPT exemptions, particularly the economic development/industry 
subsidiary exemptions analyzing whether the exemptions match the state’s economic 
development goals and other economic policy goals.  If an exemption is recommended for 
termination, phase in the termination over a time period sufficient to give industries fair notice.   



  
  

  7  

 
The hodgepodge approach to TPT exemptions requires some periodic review comparing the 
exemptions to the state’s economic development goals and economic policies.  This would be a 
mandated periodic cleaning house and updating of what is usually a collection of exemptions that 
are created piecemeal and without examination of the whole.  The Department of Commerce 
conducts a comprehensive study of the state’s economic growth every 10 years in the aptly 
named “Statewide Economic Study.”  It, and other work, become the backbone of the state’s 
“Long Range Economic Plan,” published by the Department of Commerce.  This underutilized 
report is not only a source of long term economic goals and plans but is also reviewed and 
updated every year to adjust to new changes in the economy.  
 
If an exemption has outlived its usefulness or is otherwise targeted for termination, the 
termination will need to be gradually eased into place, allowing those who relied upon it to reap 
the benefits bargained for with some certainty.  Others who have made similar studies have 
suggested reviews every five years with terminations to occur five to 10 years after the 
announcement of the termination.   
 
Construe double taxation as a reason for creating an exemption as narrowly as possible. 
 
Curing double taxation problems appears on an economic and public policy basis to be a 
legitimate justification to establish a tax exemption.  But, because double taxation is a slippery 
slope argument that at its ultimate and extreme conclusion would exempt all purchases by 
companies engaged in business, it should be construed as narrowly as possible.  (See explanation 
above).   
 


















































































































